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SUBJECT: Additional Enterprise Zone

SUMVARY
Under the Governnent Code, this bill would require the Trade and Commerce Agency
(TCA) to designate an additional enterprise zone. This bill would specify that

TCA coul d designate only an area that nmeets certain additional criteria.

This bill would provide that all tax incentives provided to existing enterprise
zones under the Revenue and Taxati on Code would apply to the enterprise zone
desi gnated under this bill.

EFFECTI VE DATE

This bill would be operative on January 1, 1999.

LEG SLATI VE H STORY

AB 69, AB 82, AB 797 (Stats. 1997, Ch. 461), AB 1217 (Stats. 1997, Ch. 602),

SB 200 (Stats. 1997, Ch. 609), SB 635, SB 965 (Stats. 1997, Ch. 603); AB 2456
(1996), AB 296 (Stats. 1996, Ch. 953), SB 715 (Stats. 1996, Ch. 952), SB 2023
(Stats. 1996, Ch. 955); SB 712 (Stats. 1995, Ch. 494); AB 2206 (Stats. 1994, Ch.
853), SB 1438 (Stats. 1994, Ch. 754), SB 1770 (Stats. 1994, Ch. 755).

PROGRAM HI STORY/ BACKGROUND

California has five types of econom c devel opnment areas that have simlar tax
i ncentives:

Ent er pri se Zones,

Los Angeles Revitalization Zone (LARZ),

Local Agency M litary Base Recovery Areas (LAMBRA),
Targeted Tax Area (TTA), and

Manuf act uri ng Enhancenent Area (MEA).
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The followi ng table shows the incentives available to each of the economc
devel opnent areas.

Types of |ncentives EZ LARZ* LAMBRA TTA MVEA
Sal es or Use Tax Credit X X X X

Hiring Credit X X X X X
Construction Hring Credit X

Enpl oyee Wage Credit X

Busi ness Expense Deducti on X X X X

Net | nterest Deduction X X

Net Operating Loss X X X X

* NOTE: the LARZ expires Decenber 1, 1998

Under the Governnent Code, the prior Program Area Act provided for the

designation by TCA of nine programareas. |In 1996, these areas were converted to
enterprise zones. |In preparation for designating program areas, TCA was required
to identify all "high density unenpl oynent areas"” in a statew de map according to

county. To be identified as a high density unenploynent area, the area had to
meet the following criteria:

1. Be a netropolitan statistical area containing at |east 4,000 people or a
nonnmetropol itan statistical area containing at |east 2,500 people.

2. An average unenploynent rate for the prior 12-nonth period of at |east one and
one half tinmes the average national rate.

3. An average poverty rate for the prior 12-nonth period of at |east one and one
half tinmes the average national rate.

4. At |east 70% of the household earnings in the area was a maxi num of 80% of the
st at ewi de aver age

SPECI FI C FI NDI NGS

Under the Governnent Code, existing state |awallows the governing body of a city
or county to apply for designation as an enterprise zone. Using specified
criteria, TCA designates enterprise zones fromthe applications received fromthe
governing bodies. Enterprise zones are designated for 15 years, and TCA has
designated the 39 enterprise zones authorized under existing | aw

Under the Governnent Code, existing state | awprovides for the designation of the
Los Angeles Revitalization Zone. Using specified criteria, the TCA designated
the LARZ fromthe maps received fromthe governing bodi es of Los Angel es County
and surrounding cities that suffered fromcivil disturbances in April and My
1992.

The geographic areas that qualified and were designated as the LARZ were Conpton,
Hawt hor ne, Hunti ngton Park, |nglewod, Lawndal e, Long Beach, portions of Los
Angel es, Lynwood, Ponona, Signal Hill, portions of unincorporated Los Angel es
County.

The Trade and Commrerce Agency (TCA) determ nes whether an approved map conplies
with, and remains in conpliance with, these criteria. Any map determ ned to be
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out of conpliance is void. The LARZ was designated in 1992 and is binding for
five years.

Under the Revenue and Taxation Code, existing state |awprovides special tax
incentives for taxpayers conducting business activities within enterprise zones
or the LARZ. These incentives include a sales or use tax credit, hiring credit,
LARZ construction hiring credit, business expense deduction, and special net
operating loss treatnment. Two additional incentives include net interest
deduction for businesses that make | oans to businesses within the econom c

devel opnment areas and a tax credit for enployees working in an enterprise zone.
See Attachnment A for a detailed discussion of each tax incentive.

AB 1937 would require the TCA to designate an additional enterprise zone. To
qualify for designation as an enterprise zone under this bill, an area must neet
each of the criteria listed bel ow

1. An unenpl oynent rate that is at least three tinmes the national average for the
preceding five years.

2. A medi an househol d incone of |ess than 80% of the statew de average.
3. A poverty rate that is at |least twice the national average

4. A steady decline in the nunber of new business enterprises over the past three
years.

5. Designated as a "high density unenpl oynment area" under the prior Program Area
Act .

6. Be located in a specified geographic area in Los Angel es County surroundi ng
I ngl ewood.

This bill would specify that all tax incentives provided to existing enterprise
zones under the Revenue and Taxati on Code would apply to the new enterprise zone
desi gnated under this bill.

Pol i cy Consi deration

This bill does not specify the duration of the enterprise zone designation
that would be provided under this bill.

| npl enment ati on Consi derati ons

I mpl enmenting this bill would require sone changes to existing tax fornms and
instructions and information systens, which could be acconplished during the
nor mal annual update.

FI SCAL | MPACT

Departnmental Costs

This bill would not significantly inpact the departnment’s costs.
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Tax Revenue Esti mate

The revenue loss fromthis bill is estimted as foll ows:

Ef fective After Decenber 31, 1997
Assuned Enactnent After June 30, 1998

(In MI11I1ions)
1998-9 1999-0 2000-1
Negl. Loss * |Mnor Loss ** (%1)

* Less than $250, 000
** Less than $500, 000

Tax Revenue Di scussi on

Thi s anal ysis does not consider the possible changes in enploynment, persona
i ncome, or gross state product that could result fromthis measure.

Revenue | osses under the Personal |ncome Tax Law and the Bank and
Corporation Tax Law woul d depend on the nunber of businesses that would
purchase qualified property subject to the sales tax, the anmount of wages
paid to qualifying enployees, and the state tax liabilities of enployers
claimng tax benefits.

Because the effectiveness of a new zone is unknown and the potential exists
for significant businesses to locate in a zone, the average revenue | oss of

$1 mllion per zone per year has been used (for the 1995 tax year, the tota
revenue loss for the 37 enterprise zones that existed in that year was $37
mllion). However, the cunulative loss for the first two years is expected

to be |l ess than $500, 000.

BOARD POSI T1 ON

Pendi ng.
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ENTERPRI SE ZONE AND LARZ TAX | NCENTI VES

Sal es or Use Tax Credit

The sales or use tax credit is allowed for an anbunt equal to the sales or use
taxes paid on the purchase of qualified machi nery purchased for exclusive use in
the enterprise zone or LARZ. The ambunt of the credit is |limted to the tax
attributable to enterprise zone or LARZ inconme. Qualified property is defined as
fol |l ows:

Ent er pri se Zone:
machi nery and machi nery parts used to:
s manufacture, process, conbine, or otherwi se fabricate a product;
s produce renewabl e energy resources; or
s control air or water pollution.
LARZ:
buil ding materials used to replace or repair the business’s building and
fixtures; and

machi nery or equi pnment, excluding inventory.

In addition, qualified property nust be purchased and placed in service before
the enterprise zone or LARZ designation expires. The maxi num val ue of property
that may be eligible for the enterprise zone sales or use tax credit is

$1 million for individuals and $20m |Ilion for corporations. This limtation
does not exist for the LARZ sales or use tax credit.

Hiring Credit

A business located in an enterprise zone or LARZ may reduce tax by a percentage
of wages paid to qualified enployees. A qualified enployee nust be hired after
the area is designated as an enterprise zone or LARZ and neet certain other
criteria. At least 90% of the qualified enployee’s work nmust be directly rel ated
to a trade or business located in the enterprise zone or LARZ and at |east 50%
must be perforned inside the enterprise zone or LARZ. The business may clai mup
to 50% of the wages paid to a qualified enployee as a credit against tax inposed
on enterprise zone or LARZ incone. The total anpunt of the credit is the sum of
each the foll ow ng:

50% of the wages paid in the first year of enploynent;
40% of the wages paid in the second year of enploynent;
30% of the wages paid in the third year of enploynent;
20% of the wages paid in the fourth year of enploynent;
10% of the wages paid in the fifth year of enploynent.

The credit generally is based on the |esser of the actual hourly wage paid or
150% of the current mnimmhourly wage (for certain Long Beach Enterprise Zone
enpl oyees, the maxi mumis 202% of the m ni nrum wage). The anmount of the credit
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must be reduced by any other federal or state jobs tax credits and the taxpayer’'s
deduction for ordinary and necessary trade or business expenses nust be reduced
by the amount of the hiring credit. Certain criteria regarding who may be
qualified enployees and certain limtations differ between the various enterprise
zone or LARZ

LARZ Construction Hring Credit

A business located in a LARZ may reduce tax by a percentage of wages paid to
construction enpl oyees. A qualified construction enployee nust be hired on or
after May 1, 1992, be a resident of the LARZ, and be hired by the enployer to
perform construction work in the LARZ. Construction work is any work directly
related to the denolition, repair, erection, or renovation of a structure |ocated
within the LARZ. The business may claim50%to 100% of the wages paid to a
qualified enployee as a credit against tax inposed on LARZ incone. The actua

per cent age depends upon the date the enpl oyee was hired:

Date Hired Applicable %
5/1/92 - 6/30/93 100%
7/1/93 - 12/31/93 75%
1/1/94 - 12/31/97 50%
After 12/31/97 0%

As is the hiring credit, the construction hiring credit is based on the |esser of
the actual hourly wage paid or 150% of the current mninmum hourly wage. Al so,
the amount of the credit nust be reduced by any other federal or state jobs tax
credits and the taxpayer’s deduction for ordinary and necessary trade or business
expenses nust be reduced by the anpbunt of the hiring construction credit.

Busi ness Expense Deducti on

A business located in an enterprise zone or LARZ may el ect to deduct as a

busi ness expense a specified anbunt of the cost of qualified property purchased
for exclusive use in the enterprise zone or LARZ. The deduction is allowed in
the taxable or income year in which the taxpayer places the qualified property in
service. The property’'s basis nust be reduced by the anmount of the deduction

For enterprise zones, the maxi mum deduction for all qualified property is the

| esser of 40% of the cost, or the foll ow ng:

If the property was placed in service:

Mont hs after Maxi mum deducti on
desi gnati on Ent er pri se Zones
0 to 24 $40, 000
25 to 48 30, 000
48 and over 20, 000

This limtation does not apply to the LARZ
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Net Operating Loss Deduction

A business located in an enterprise zone or LARZ may elect to carry over 100% of
the enterprise zone or LARZ net operating | osses (NOLs) to deduct fromenterprise
zone or LARZ incone of future years. The election nust be made on the origina
return for the year of the loss. The NOL carryover is determ ned by conputing
the business |oss that results from business activity in the enterprise zone or
LARZ.

Net | nterest Deduction

A deduction fromincone is allowed for the anbunt of net interest earned on |oans
made to a trade or business located in an enterprise zone or a LARZ. Net
interest is defined as thefull amount of the interest |ess any direct expenses
(e.g., comm ssion paid) incurred in making the |loan. The |oan nust be used
solely for business activities within the enterprise zone or LARZ and the | ender
may not have equity or other ownership interest in the enterprise zone or LARZ
trade or business.

Enterpri se Zone Enpl oyee Wage Credit

Certain disadvantaged individuals are allowed a credit for wages received from an
enterprise zone business. Public enployees are not eligible for the credit. The
anmount of the credit is 5% of “qualified wages,” defined as wages subject to
federal wunenpl oynment insurance. For each dollar of incone received by the

t axpayer in excess of qualified wages, the credit is reduced by nine cents. The
credit is not refundable and cannot be carried forward. The amount of the credit
islimted to the anbunt of tax that would be inposed on inconme from enpl oynent
in the enterprise zone, conputed as though that income represented the taxpayer’s
entire taxable income. This incentive is not available for LARZ

Apportioni ng

For busi nesses operating inside and outside an enterprise zone or LARZ, the
anount of credit or net operating |oss deduction that may be clained is |limted
by the amount of tax or incone attributable to the enterprise zone or LARZ.  For
busi nesses operating in the LARZ, these ambunts are determ ned using a formul a
based on the property and payroll of the business. For businesses operating in
an enterprise zone the apportionnment fornmula is the sane as that used by al

busi nesses that operate inside and outside the state, which, along with property
and payroll, includes a doubl e-weighted sal es factor



